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corporation (‘‘FSC’’), or under section 
1362 to be taxed as an S corporation. 

(3) Tax shelter item. An item of in-
come, gain, loss, deduction or credit is 
a ‘‘tax shelter item’’ if the item is di-
rectly or indirectly attributable to the 
principal purpose of a tax shelter to 
avoid or evade Federal income tax. 
Thus, if a partnership is established for 
the principal purpose of avoiding or 
evading Federal income tax by acquir-
ing and overstating the basis of prop-
erty for purposes of claiming acceler-
ated depreciation, the depreciation 
with respect to the property is a tax 
shelter item. However, a deduction 
claimed in connection with a separate 
transaction carried on by the same 
partnership is not a tax shelter item if 
the transaction does not constitute a 
plan or arrangement the principal pur-
pose of which is to avoid or evade tax. 

(4) Reasonable belief—(i) In general. 
For purposes of section 6662(d) and 
paragraph (g)(1)(i)(B) of this section 
(pertaining to tax shelter items of non-
corporate taxpayers), a taxpayer is 
considered reasonably to believe that 
the tax treatment of an item is more 
likely than not the proper tax treat-
ment if (without taking into account 
the possibility that a return will not be 
audited, that an issue will not be raised 
on audit, or that an issue will be set-
tled)— 

(A) The taxpayer analyzes the perti-
nent facts and authorities in the man-
ner described in paragraph (d)(3)(ii) of 
this section, and in reliance upon that 
analysis, reasonably concludes in good 
faith that there is a greater than 50-
percent likelihood that the tax treat-
ment of the item will be upheld if chal-
lenged by the Internal Revenue Serv-
ice; or 

(B) The taxpayer reasonably relies in 
good faith on the opinion of a profes-
sional tax advisor, if the opinion is 
based on the tax advisor’s analysis of 
the pertinent facts and authorities in 
the manner described in paragraph 
(d)(3)(ii) of this section and unambig-
uously states that the tax advisor con-
cludes that there is a greater than 50-
percent likelihood that the tax treat-
ment of the item will be upheld if chal-
lenged by the Internal Revenue Serv-
ice. 

(ii) Facts and circumstances; reliance 
on professional tax advisor. All facts and 
circumstances must be taken into ac-
count in determining whether a tax-
payer satisfies the requirements of 
paragraph (g)(4)(i) of this section. How-
ever, in no event will a taxpayer be 
considered to have reasonably relied in 
good faith on the opinion of a profes-
sional tax advisor for purposes of para-
graph (g)(4)(i)(B) of this section unless 
the requirements of § 1.6664–4(c)(1) are 
met. The fact that the requirements of 
§ 1.6664–4(c)(1) are satisfied will not nec-
essarily establish that the taxpayer 
reasonably relied on the opinion in 
good faith. For example, reliance may 
not be reasonable or in good faith if the 
taxpayer knew, or should have known, 
that the advisor lacked knowledge in 
the relevant aspects of Federal tax law. 

(5) Pass-through entities. In the case of 
tax shelter items attributable to a 
pass-through entity, the actions de-
scribed in paragraphs (g)(4)(i)(A) and 
(B) of this section, if taken by the enti-
ty, are deemed to have been taken by 
the taxpayer and are considered in de-
termining whether the taxpayer rea-
sonably believed that the tax treat-
ment of an item was more likely than 
not the proper tax treatment. 

[T.D. 8381, 56 FR 67499, Dec. 31, 1991; T.D. 8381, 
57 FR 6165, Feb. 20, 1992, as amended by T.D. 
8617, 60 FR 45665, Sept. 1, 1995; T.D. 8790, 63 
FR 66435, Dec. 2, 1998]

§ 1.6662–5 Substantial and gross valu-
ation misstatements under chapter 
1. 

(a) In general. If any portion of an un-
derpayment, as defined in section 
6664(a) and § 1.6664–2, of any income tax 
imposed under chapter 1 of subtitle A 
of the Code that is required to be 
shown on a return is attributable to a 
substantial valuation misstatement 
under chapter 1 (‘‘substantial valuation 
misstatement’’), there is added to the 
tax an amount equal to 20 percent of 
such portion. Section 6662(h) increases 
the penalty to 40 percent in the case of 
a gross valuation misstatement under 
chapter 1 (‘‘gross valuation 
misstatement’’). No penalty under sec-
tion 6662(b)(3) is imposed, however, on a 
portion of an underpayment that is at-
tributable to a substantial or gross
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valuation misstatement unless the ag-
gregate of all portions of the under-
payment attributable to substantial or 
gross valuation misstatements exceeds 
the applicable dollar limitation ($5,000 
or $10,000), as provided in section 
6662(e)(2) and paragraphs (b) and (f)(2) 
of this section. This penalty also does 
not apply to the extent that the rea-
sonable cause and good faith exception 
to this penalty set forth in § 1.6664–4 ap-
plies. There is no disclosure exception 
to this penalty. 

(b) Dollar limitation. No penalty may 
be imposed under section 6662(b)(3) for 
a taxable year unless the portion of the 
underpayment for that year that is at-
tributable to substantial or gross valu-
ation misstatements exceeds $5,000 
($10,000 in the case of a corporation 
other than an S corporation (as defined 
in section 1361(a)(1)) or a personal hold-
ing company (as defined in section 
542)). This limitation is applied sepa-
rately to each taxable year for which 
there is a substantial or gross valu-
ation misstatement. 

(c) Special rules in the case of 
carrybacks and carryovers—(1) In gen-
eral. The penalty for a substantial or 
gross valuation misstatement applies 
to any portion of an underpayment for 
a year to which a loss, deduction or 
credit is carried that is attributable to 
a substantial or gross valuation 
misstatement for the year in which the 
carryback or carryover of the loss, de-
duction or credit arises (the ‘‘loss or 
credit year’’), provided that the appli-
cable dollar limitation set forth in sec-
tion 6662(e)(2) is satisfied in the 
carryback or carryover year. 

(2) Transition rule for carrybacks to 
pre-1990 years. The penalty under sec-
tion 6662(b)(3) is imposed on any por-
tion of an underpayment for a 
carryback year, the return for which is 
due (without regard to extensions) be-
fore January 1, 1990, if— 

(i) That portion is attributable to a 
substantial or gross valuation 
misstatement for a loss or credit year; 
and 

(ii) The return for the loss or credit 
year is due (without regard to exten-
sions) after December 31, 1989. 
The preceding sentence applies only if 
the underpayment for the carryback 
year exceeds the applicable dollar limi-

tation ($5,000, or $10,000 for most cor-
porations). See Example 3 in paragraph 
(d) of this section. 

(d) Examples. The following examples 
illustrate the provisions of paragraphs 
(b) and (c) of this section. These exam-
ples do not take into account the rea-
sonable cause exception under § 1.6664–
4.

Example 1. Corporation Q is a C corpora-
tion. In 1990, the first year of its existence, Q 
had taxable income of $200,000 without con-
sidering depreciation of a particular asset. 
On its calendar year 1990 return, Q over-
stated its basis in this asset by an amount 
that caused a substantial valuation 
misstatement. The overstated basis resulted 
in depreciation claimed of $350,000, which 
was $250,000 more than the $100,000 allowable. 
Thus, on its 1990 return, Q showed a loss of 
$150,000. In 1991, Q had taxable income of 
$450,000 before application of the loss carry-
over, and Q claimed a carryover loss deduc-
tion under section 172 of $150,000, resulting in 
taxable income of $300,000 for 1991. Upon 
audit of the 1990 return, the basis of the asset 
was corrected, resulting in an adjustment of 
$250,000. For 1990, the underpayment result-
ing from the $100,000 taxable income 
(¥$150,000+$250,000) is attributable to the 
valuation misstatement. Assuming the un-
derpayment resulting from the $100,000 tax-
able income exceeds the $10,000 limitation, 
the penalty will be imposed in 1990. For 1991, 
the elimination of the loss carryover results 
in additional taxable income of $150,000. The 
underpayment for 1991 resulting from that 
adjustment is also attributable to the sub-
stantial valuation misstatement on the 1990 
return. Assuming the underpayment result-
ing from the $150,000 additional taxable in-
come for 1991 exceeds the $10,000 limitation, 
the substantial valuation misstatement pen-
alty also will be imposed for that year.

Example 2. (i) Corporation T is a C corpora-
tion. In 1990, the first year of its existence, T 
had a loss of $3,000,000 without considering 
depreciation of its major asset. On its cal-
endar year 1990 return, T overstated its basis 
in this asset in an amount that caused a sub-
stantial valuation misstatement. This over-
statement resulted in depreciation claimed 
of $3,500,000, which was $2,500,000 more than 
the $1,000,000 allowable. Thus, on its 1990 re-
turn, T showed a loss of $6,500,000. In 1991, T 
had taxable income of $4,500,000 before appli-
cation of the carryover loss, but claimed a 
carryover loss deduction under section 172 in 
the amount of $4,500,000, resulting in taxable 
income of zero for that year and leaving a 
$2,000,000 carryover available. Upon audit of 
the 1990 return, the basis of the asset was 
corrected, resulting in an adjustment of 
$2,500,000.
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(ii) For 1990, the underpayment is still zero 
(¥$6,500,000+$2,500,000=¥$4,000,000). Thus, the 
penalty does not apply in 1990. The loss for 
1990 is reduced to $4,000,000. 

(iii) For 1991, there is additional taxable in-
come of $500,000 as a result of the reduction 
of the carryover loss ($4,500,000 reported in-
come before carryover loss minus corrected 
carryover loss of $4,000,000=$500,000). The un-
derpayment for 1991 resulting from reduction 
of the carryover loss is attributable to the 
valuation misstatement on the 1990 return. 
Assuming the underpayment resulting from 
the $500,000 additional taxable income ex-
ceeds the $10,000 limitation, the substantial 
valuation misstatement penalty will be im-
posed in 1991.

Example 3. Corporation V is a C corpora-
tion. In 1990, V had a loss of $100,000 without 
considering depreciation of a particular 
asset which it had fully depreciated in ear-
lier years. V had a depreciable basis in the 
asset of zero, but on its 1990 calendar year re-
turn erroneously claimed a basis in the asset 
of $1,250,000 and depreciation of $250,000. V re-
ported a $350,000 loss for the year 1990, and 
carried back the loss to the 1987 and 1988 tax 
years. V had reported taxable income of 
$300,000 in 1987 and $200,000 in 1988, before ap-
plication of the carryback. The $350,000 
carryback eliminated all taxable income for 
1987, and $50,000 of the taxable income for 
1988. After disallowance of the $250,000 depre-
ciation deduction for 1990, V still had a loss 
of $100,000. Because there is no under-
payment for 1990, no valuation misstatement 
penalty is imposed for 1990. However, as a re-
sult of the 1990 depreciation adjustment, the 
carryback to 1987 is reduced from $350,000 to 
$100,000. After absorption of the $100,000 
carryback, V has taxable income of $200,000 
for 1987. This adjustment results in an under-
payment for 1987 that is attributable to the 
valuation misstatement on the 1990 return. 
The valuation misstatement for 1990 is a 
gross valuation misstatement because the 
correct adjusted basis of the depreciated 
asset was zero. (See paragraph (e)(2) of this 
section.) Therefore, the 40 percent penalty 
rate applies to the 1987 underpayment attrib-
utable to the 1990 misstatement, provided 
that this underpayment exceeds $10,000. The 
adjustment also results in the elimination of 
any loss carryback to 1988 resulting in an in-
crease in taxable income for 1988 of $50,000. 
Assuming the underpayment resulting from 
this additional $50,000 of income exceeds 
$10,000, the gross valuation misstatement 
penalty is imposed on the underpayment for 
1988.

(e) Definitions—(1) Substantial valu-
ation misstatement. There is a substan-
tial valuation misstatement if the 
value or adjusted basis of any property 
claimed on a return of tax imposed 

under chapter 1 is 200 percent or more 
of the correct amount. 

(2) Gross valuation misstatement. There 
is a gross valuation misstatement if 
the value or adjusted basis of any prop-
erty claimed on a return of tax im-
posed under chapter 1 is 400 percent or 
more of the correct amount. 

(3) Property. For purposes of this sec-
tion, the term ‘‘property’’ refers to 
both tangible and intangible property. 
Tangible property includes property 
such as land, buildings, fixtures and in-
ventory. Intangible property includes 
property such as goodwill, covenants 
not to compete, leaseholds, patents, 
contract rights, debts and choses in ac-
tion. 

(f) Multiple valuation misstatements on 
a return—(1) Determination of whether 
valuation misstatements are substantial or 
gross. The determination of whether 
there is a substantial or gross valu-
ation misstatement on a return is 
made on a property-by-property basis. 
Assume, for example, that property A 
has a value of 60 but a taxpayer claims 
a value of 110, and that property B has 
a value of 40 but the taxpayer claims a 
value of 100. Because the claimed and 
correct values are compared on a prop-
erty-by-property basis, there is a sub-
stantial valuation misstatement with 
respect to property B, but not with re-
spect to property A, even though the 
claimed values (210) are 200 percent or 
more of the correct values (100) when 
compared on an aggregate basis. 

(2) Application of dollar limitation. For 
purposes of applying the dollar limita-
tion set forth in section 6662(e)(2), the 
determination of the portion of an un-
derpayment that is attributable to a 
substantial or gross valuation 
misstatement is made by aggregating 
all portions of the underpayment at-
tributable to substantial or gross valu-
ation misstatements. Assume, for ex-
ample, that the value claimed for prop-
erty C on a return is 250 percent of the 
correct value, and that the value 
claimed for property D on the return is 
400 percent of the correct value. Be-
cause the portions of an underpayment 
that are attributable to a substantial 
or gross valuation misstatement on a 
return are aggregated in applying the 
dollar limitation, the dollar limitation
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is satisfied if the portion of the under-
payment that is attributable to the 
misstatement of the value of property 
C, when aggregated with the portion of 
the underpayment that is attributable 
to the misstatement of the value of 
property D, exceeds $5,000 ($10,000 in 
the case of most corporations). 

(g) Property with a value or adjusted 
basis of zero. The value or adjusted 
basis claimed on a return of any prop-
erty with a correct value or adjusted 
basis of zero is considered to be 400 per-
cent or more of the correct amount. 
There is a gross valuation 
misstatement with respect to such 
property, therefore, and the applicable 
penalty rate is 40 percent. 

(h) Pass-through entities—(1) In gen-
eral. The determination of whether 
there is a substantial or gross valu-
ation misstatement in the case of a re-
turn of a pass-through entity (as de-
fined in § 1.6662–4(f)(5)) is made at the 
entity level. However, the dollar limi-
tation ($5,000 or $10,000, as the case may 
be) is applied at the taxpayer level (i.e., 
with respect to the return of the share-
holder, partner, beneficiary, or holder 
of a residual interest in a REMIC). 

(2) Example. The rules of paragraph 
(h)(1) of this section may be illustrated 
by the following example.

Example. Partnership P has two partners, 
individuals A and B. P claims a $40,000 basis 
in a depreciable asset which, in fact, has a 
basis of $15,000. The determination that there 
is a substantial valuation misstatement is 
made solely with reference to P by com-
paring the $40,000 basis claimed by P with P’s 
correct basis of $15,000. However, the deter-
mination of whether the $5,000 threshold for 
application of the penalty has been reached 
is made separately for each partner. With re-
spect to partner A, the penalty will apply if 
the portion of A’s underpayment attrib-
utable to the passthrough of the depreciation 
deduction, when aggregated with any other 
portions of A’s underpayment also attrib-
utable to substantial or gross valuation 
misstatements, exceeds $5,000 (assuming 
there is not reasonable cause for the 
misstatements (see § 1.6664–4(c)).

(i) [Reserved] 
(j) Transactions between persons de-

scribed in section 482 and net section 482 
transfer price adjustments. [Reserved] 

(k) Returns affected. Except in the 
case of rules relating to transactions 
between persons described in section 

482 and net sections 482 transfer price 
adjustments, the provisions of section 
6662(b)(3) apply to returns due (without 
regard to extensions of time to file) 
after December 31, 1989, notwith-
standing that the original substantial 
or gross valuation misstatement oc-
curred on a return that was due (with-
out regard to extensions) before Janu-
ary 1, 1990. Assume, for example, that a 
calendar year corporation claimed a 
deduction on its 1990 return for depre-
ciation of an asset with a basis of X. 
Also assume that it had reported the 
same basis for computing depreciation 
on its returns for the preceding 5 years 
and that the basis shown on the return 
each year was 200 percent or more of 
the correct basis. The corporation may 
be subject to a penalty for substantial 
valuation misstatements on its 1989 
and 1990 returns, even though the origi-
nal misstatement occurred prior to the 
effective date of sections 6662(b)(3) and 
(e). 

[T.D. 8381, 56 FR 67504, Dec. 31, 1991; T.D. 8381, 
57 FR 6165, Feb. 20, 1992]

§ 1.6662–5T Substantial and gross valu-
ation misstatements under chapter 
1 (temporary). 

(a)–(e)(3) [Reserved]. For further in-
formation, see § 1.6662–5(a) through 
(e)(3). 

(e)(4) Tests related to section 482—(i) 
Substantial valuation misstatement. 
There is a substantial valuation 
misstatement if there is a 
misstatement described in § 1.6662–6 
(b)(1) or (c)(1) (concerning substantial 
valuation misstatements pertaining to 
transactions between related persons). 

(ii) Gross valuation misstatement. 
There is a gross valuation 
misstatement if there is a 
misstatement described in § 1.6662–6 
(b)(2) or (c)(2) (concerning gross valu-
ation misstatements pertaining to 
transactions between related persons). 

(iii) Property. For purposes of this 
section, the term property refers to 
both tangible and intangible property. 
Tangible property includes property 
such as money, land, buildings, fixtures 
and inventory. Intangible property in-
cludes property such as goodwill, cov-
enants not to compete, leaseholds, pat-
ents, contract rights, debts, choses in
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